State and local governments, with revenues reduced sharply by the recession, are responding by cutting services, increasing tax rates, and drawing down reserves; they are also receiving some relief in the form of stimulus funds provided by the federal government. The stimulus funds legislated in the American Recovery and Reinvestment Act only partly offset the recession-induced shortfalls and are scheduled to phase out before most analysts believe state and local governments will see fiscal recovery well underway. Thus, observers are concerned that the state-local sector will create a substantial drag on the overall economy during fiscal year 2011 and into 2012. This brief compiles data on state gaps, responses, and stimulus funding nationwide and discusses potential implications for the national economy.
State and local governments have been hit hard by the recession. They are responding to recession-induced budget gaps by cutting services, increasing tax rates, and drawing down their reserves, and are also receiving some relief in the form of stimulus funds provided by the federal government via the American Recovery and Reinvestment Act (ARRA). These funds transferred to states stimulate the national economy by reducing the extent of pro-cyclical actions (tax increases and cuts in spending and services) that state and local governments would otherwise be required to take to balance their budgets. In this way, they preserve jobs in both the public and private sectors and maintain household incomes. However, the stimulus funds only partly offset the shortfalls and are scheduled to phase out before most analysts believe state and local governments will see fiscal recovery well underway. As a result, there is concern that the state-local sector will create a significant drag on the U.S. economy beginning in fiscal year 2011. budget gaps tend to persist even after economic recovery is under way when the labor market recovery is delayed (as it was after the last two recessions and shows evidence of being this time). The gaps to date in FY2010-and those expected in FY2011 (for which governors are now proposing budgets)-are larger than those in FY2009. While more ARRA funding is available in FY2010 than in FY2009, less is currently obligated for FY2011 (and much less for FY2012). The policy brief concludes by examining estimates of the stimulative effects of Recovery Act funds and resulting concerns regarding the likely negative effects-on both growth in the overall economy and the wellbeing of residents-of adjustments states will be forced to make as stimulus funds run out.
Cyclical revenue shortfalls
From a macroeconomic vantage point, one key characteristic of U.S. state and local governments is that almost all of them are required to adopt balanced budgets. Tax revenues, which are generated by economic activity, tend to move pro-cyclically; as a result, budgetbalancing by state and local governments tends to amplify national business cycle swings. 
Budget gaps in state fiscal year 2009
Analysts who study the state-local sector focus on "budget gaps," or deficits that would occur if states were not required to eliminate them before they happen. The declines in tax revenue shown in Figure 1 represent a first-round indicator of such gaps; in addition, gaps reflect declines in non-tax revenue sources (such as fees) and increased needs for public services and government transfers in a weak economy. The Center on Budget and Policy Priorities (CBPP) has compiled states' estimates of their budget gaps (see McNichol and Johnson, 2010) . In Medicaid, and the SFSF for state aid to schools, but since these are programs the states would otherwise be funding from general revenues, the federal funds can free up money to prevent cuts in other state programs, as well. Over the entire stimulus horizon, this general fiscal relief totals over $140 billion (see top panel of Table 1 ).
The other stimulus dollars flowing to state and local governments are earmarked for specific projects or programs (middle panel of Table 1 Table 2 . In addition to state fiscal relief, most of the other Recovery funds that were disbursed before June 30 were payments to individuals and individual tax cuts such as the increase and extension of unemployment benefits, one-time payments to recipients of Social Security and other benefits, the Making Work Pay tax credit, and increases in nutritional assistance and TANF. billion. 13 Why are states expected to continue to suffer shortfalls into fiscal 2012 even though the economic recovery is currently considered to be under way and unemployment is expected to begin moving down at the end of 2010? As the left-hand side of Figure 2 indicates, states continued to experience shortfalls for several years after the economy began to recover from the last recession; such lags occurred after the 1991 recession as well. In large part, these lags reflect the delayed recovery of employment after those recessions. High unemployment impairs family incomes and thereby keeps state revenues depressed and also causes demand for public assistance and other state-funded services to remain swollen. The need for Medicaid, for example, stays high because families often lose private health insurance along with their jobs.
Because joblessness in the current recession has reached double digits, forecasters expect unemployment rates to remain elevated at least through 2012. 14 Thus, the lingering effect on budget gaps is likely to be larger and longer than in the past two recessions.
The economic impact of ARRA and state budget shortfalls
As noted earlier, one determinant of the stimulative effect of policies is how fast they make their way into the economy. Three other criteria typically used in judging these impacts are bang-for-the-buck, protecting vulnerable populations, and the broader long-term value of program "outputs;" fiscal relief for state-local government scores quite well along these lines, as well as speed. Economists measure bang-for-the-buck via multipliers, indicating how many dollars higher GDP will be in response to an additional dollar from the government budget (spending increase or tax cut). One of the determinants of bang-for-the-buck is the extent to which the public spending or tax cut is targeted on people who will spend, rather than save, the additional money, since the idea is to have the dollars circulate as soon and as widely as possible. Low-income families generally spend a higher fraction of their incomes than high-income families, and this is particularly true of those whose incomes are suddenly reduced by job loss in a recession. Thus, bang-for-the-buck tends to be higher for programs that protect the neediest families-those who tend to be more vulnerable to economic downturns.
According to consensus estimates, tax cuts have lower multipliers than spending increases, with tax-cut multipliers generally below one and spending multipliers greater than one. 15 The stimulative effects of the state fiscal relief elements of ARRA depend on what states would have done in the absence of ARRA. The Council of Economic Advisers projected the effects of state-local transfers by assuming that 60 percent of the transfers to states would be used to prevent spending reductions, 30 percent to avoid tax increases, and the remaining 10 percent would slow states' withdrawals from rainy-day funds. 16 The 60-30 assumption implies that the average impact of ARRA state-local transfers is greater than that of tax cuts alone, but lower than pure government spending increases; along similar lines, the Congressional Budget Office estimates of the multiplier for "transfer payments to state and local governments for other [non-infrastructure] purposes" are about three-quarters the size of their estimated multipliers for direct federal spending. 17 The Council of Economic Advisers estimated that overall ARRA outlays through the fourth quarter of 2009 added about 2 percent to the level of GDP and up to 2 million to employment levels. 18 The report notes that those who observe ongoing declines in employment and conclude that the Recovery Act is having no effect have failed to recognize the much more negative trajectory of the economy in the absence of the stimulus. About one-fifth of the estimated ARRA-related economic improvements could be attributable to the state fiscal relief components, assuming their stimulative effects are similar, on average, to those of the other ARRA outlays in this period, as the previous paragraph suggests. 19 Observers have expressed concern that the state-local sector will create a significant drag on the macro economy during FY2011 which (for states) begins this July. The overall effect of the state-local sector's budget-balancing on the economy-the degree to which it exacerbates the cyclical slowdown-will depend on the mix among state-local tax increases, spending cutbacks, reserve draw-downs, and Recovery funds in filling looming budget gaps. The multipliers apply in reverse, as well. Thus, state tax increases have a smaller damping effect on the economy than equal state spending cuts. For example, the Congressional Budget Office notes, "Without further aid from the federal government, many states would have to raise taxes or cut spending by more than they would if aid were provided. Such actions would dampen spending by those governments and by households in those states, and more state and private jobs would be lost." 20 More specifically, the Center on Budget and Policy Priorities, reflecting on the shortfall estimates they have compiled and citing testimony by macro-forecaster Mark Zandi, says, "Presuming they will get no more fiscal relief, states will have to take steps to eliminate deficits for state fiscal year 2011 that will likely take nearly a full percentage point off the Gross Domestic Product. That, in turn, could cost the economy 900,000 jobs next year." 21 Historically, the state-local sector has accounted for about 12 percent of GDP and added about one-quarter of a percentage point to annual GDP growth on an ongoing basis; if the sector slips back into negative territory, especially if it happens as soon as this summer, it could contribute to a reversal of the still-fragile recovery. 19 The CEA report shows state fiscal relief comprising 30 percent of ARRA outlays through June, 24.5 percent through September, and 22.5 percent through December. This declining share reflects the timing advantage of state fiscal relief discussed earlier. 20 Congressional Budget Office, January 2010, pp. 23-24. 21 Lav et al., p.1. 
